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3,500

(3) Cumulative balance in policyholders account

as of 12-31-60 (item (1) plus item (2)) ....cccceeen 51,500

Under the provisions of section 815(a), since
the amount distributed to shareholders dur-
ing the taxable year, $60,000, exceeds the cu-
mulative balance in the shareholders surplus
at the end of the taxable year, computed
without diminution by reason of distribu-
tions during the taxable year, $36,000, the
shareholders surplus account shall first be
reduced to zero. The remaining $24,000
($60,000 minus $36,000) of the distribution
shall then be treated as made out of the pol-
icyholders surplus account. Thus, since the
tax base under section 802(b)(1) and (2) is in
excess of $25,000, the total amount to be sub-
tracted from the policyholders surplus ac-
count at the end of the taxable year would be
$50,000 ($24,000x100+(100—52)). Of this amount
$26,000 ($50,000 minus $24,000) represents the
tax on the portion of the distribution to
shareholders which is treated as being out of
the policyholders surplus account.

(e) Special rule for 1959 and 1960. For a
special transitional rule applicable to
any increase in tax liability under sec-
tion 802(b)(3) for the taxable years 1959
and 1960 which is due solely to the op-
eration of section 815(c)(3) and this sec-
tion, see section 802(a)(3) and §1.802-5.

[T.D. 6535, 26 FR 543, Jan. 20, 1961, as amend-
ed by T.D. 6886, 31 FR 8689, June 23, 1966]

§1.815-5 Other accounts defined.

The term other accounts, as used iIn
section 815(a)(3) and paragraph (b) of
§1.815-2, means all amounts which are
not specifically included in the share-
holders surplus account under section
815(b) and paragraph (b) of §1.815-3, or
in the policyholders surplus account
under section 815(c) and paragraph (b)
of §1.815-4. Thus, for example, other ac-
counts includes amounts representing
the increase in tax due to the operation
of section 802(b)(3) which is not taken
into account for the taxable years 1959
and 1960 because of the special transi-
tional rule provided in section 802(a)(3)
and §1.802-5, earnings and profits accu-
mulated prior to January 1, 1958, paid-
in surplus, capital, etc. To the extent
that a distribution (or any portion
thereof) is treated as being made out of
other accounts, no tax is imposed on
the company with respect to such dis-
tribution.

[T.D. 6535, 26 FR 544, Jan. 20, 1961]

§1.815-6

§1.815-6 Special rules.

(a) Election to transfer amounts from
policyholders surplus account to share-
holders surplus account—(1) In general.
Section 815(d)(1) permits a life insur-
ance company to elect, after the close
of any taxable year for which it is a life
insurance company, to subtract any
amount (or any portion thereof) in its
policyholders surplus account as of the
close of the taxable year. The effect of
such election is to subject the company
to tax on the amounts elected to be
subtracted for the taxable year for
which the election applies. The amount
so subtracted, less the amount of tax
imposed with respect to such amount
by reason of section 802(b)(3), shall be
added to the shareholders surplus ac-
count as of the beginning of the tax-
able year following the taxable year for
which the election applies and no fur-
ther tax shall be imposed upon the
company if the amount elected to be
transferred to the shareholders surplus
account is subsequently distributed to
shareholders.

(2) Manner and effect of election. (i)
The election provided by section
815(d)(1) and this section shall be made
in a statement attached to the life in-
surance company’s income tax return
for any taxable year for which the com-
pany desires the election to apply. The
statement shall include the name and
address of the taxpayer, shall be signed
by the taxpayer (or his duly authorized
representative), and shall be filed not
later than the date prescribed by law
(including extensions thereof) for filing
the return for such taxable year. In ad-
dition, the statement shall indicate
that the company has made the elec-
tion provided under section 815(d)(1) for
the taxable year and the amount elect-
ed to be subtracted from the policy-
holders surplus account.

(ii) An election made under section
815(d)(1)(B) and subdivision (i) of this
subparagraph shall be effective only
with respect to the taxable year for
which the election is made. Thus, the
company must make a new election for
each taxable year for which it desires
the election to apply. Once such an
election has been made for any taxable
year it may not be revoked.
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(3) The application of subparagraph
(1) of this paragraph may be illustrated
by the following example:

Example. For the taxable year 1960, the life
insurance company taxable income of S, a
stock life insurance company, computed
without regard to section 802(b)(3), exceeds
$25,000. Assume that S elects to subtract
$20,000 from its policyholders surplus ac-
count under section 815(d)(1) for the taxable
year. Since S is subject to a 52 percent tax
rate, the tax on the amount elected to be
subtracted from the policyholders surplus
account (as of the close of the taxable year
1960) is $10,400 ($20,000x52 percent). Thus, the
amount to be added to the shareholders sur-
plus account as of January 1, 1961, is $9,600
(the amount subtracted from the policy-
holders surplus account by virtue of the sec-
tion 815(d)(1) election, less the tax imposed
upon such amount by reason of section
802(b)(3), or $20,000 minus $10,400).

(b) Termination as life insurance com-
pany—(1) Effect of termination. Except
as provided in section 381(c)(22) (relat-
ing to carryovers in certain corporate
readjustments), section 815(d)(2)(A)
provides that if for any taxable year
the taxpayer is not an insurance com-
pany (as defined in paragraph (a) of
§1.801-3), or if for any two successive
taxable years the taxpayer is not a life
insurance company (as defined in sec-
tion 801(a) and paragraph (b) of §1.801-
3), the amount taken into account
under section 802(b)(3) for the last pre-
ceding year for which the company was
a life insurance company shall be in-
creased (after the application of sec-
tion 815(d)(2)(B)) by the entire balance
in the policyholders surplus account at
the close of such last preceding taxable
year.

(2) Effect of certain distributions. If for
any taxable year the taxpayer is an in-
surance company (as defined in para-
graph (a) of §1.801-3) but is not a life
insurance company (as defined in sec-
tion 801(a) and paragraph (b) of §1.801-
3), section 815(d)(2)(B) provides that
any distribution to shareholders during
such taxable year shall be treated as
having been made on the last day of
the last preceding taxable year for
which the company was a life insur-
ance company.

(3) Examples. The application of sec-
tion 815(d)(2) and this paragraph may
be illustrated by the following exam-
ples:

26 CFR Ch. | (4-1-04 Edition)

Example 1. At the end of the taxable year
1959, the balance in the policyholders surplus
account of S, a life insurance company with-
in the meaning of section 801(a) and para-
graph (b) of §1.801-3, is $12,000. If S fails to
qualify as an insurance company (as defined
in paragraph (a) of §1.801-3) for the taxable
year 1960, and section 381(c)(22) does not
apply, under the provisions of section
815(d)(2)(A), the entire balance of $12,000 in
the policyholders surplus account at the end
of 1959, the last year S was a life insurance
company, shall be taken into account under
section 802(b)(3) for purposes of determining
S’s tax liability for the taxable year 1959.

Example 2. Assume the facts are the same
as in example 1, except that for the taxable
years 1960 and 1961, S qualifies as an insur-
ance company (as defined in paragraph (a) of
§1.801-3) but does not qualify as a life insur-
ance company within the meaning of section
801(a) and paragraph (b) of §1.801-3. Assume
further that as a result of a distribution by
S to its shareholders in 1960, $4,800 (as deter-
mined under section 815(a) and without re-
gard to section 815(c)(3)(B)) is treated as dis-
tributed out of the policyholders surplus ac-
count. Under the provisions of section
815(d)(2)(B), if section 381(c)(22) does not
apply, any distribution to shareholders dur-
ing the taxable years 1960 and 1961 shall be
treated as having been made on December 31,
1959 (the last day of the last preceding tax-
able year for which S was a life insurance
company). Thus, assuming S is subject to a
52 percent tax rate on additions to life insur-
ance company taxable income, $10,000 ($4,800
plus $5,200, the tax on the portion of the dis-
tribution treated as made out of the policy-
holders surplus account) shall be treated as
being subtracted from the policyholders sur-
plus account at the end of 1959 and shall be
taken into account under section 802(b)(3) for
purposes of determining S’s tax liability for
the taxable year 1959. Under the provisions of
section 815(d)(2)(A), the entire balance of
$2,000 ($12,000 minus $10,000) in the policy-
holders surplus account at the end of 1959
(after the application of section 815(d)(2)(B)),
shall also be taken into account under sec-
tion 802(b)(3) for purposes of determining S’s
tax liability for the taxable year 1959.

(c) Treatment of certain indebtedness.
Section 815(d)(3) provides that if a tax-
payer makes any payment in discharge
of its indebtedness and such indebted-
ness is attributable to a distribution by
the taxpayer to its shareholders after
February 9, 1959, the amount of such
payment shall be treated as a distribu-
tion in cash to shareholders both for
purposes of section 802(b)(3) and section
815. However, this paragraph shall only

660



Internal Revenue Service, Treasury

apply to the extent that the distribu-
tion of such indebtedness to share-
holders was treated as being out of ac-
counts other than the shareholders and
policyholders surplus accounts at the
time of distribution.

(d) Limitation on amount in policy-
holders surplus account—(1) In general.
Section 815(d)(4) provides a limitation
on the amount that any life insurance
company may accumulate in its policy-
holders surplus account. If the policy-
holders surplus account at the end of
any taxable year (computed without
regard to this paragraph) exceeds
whichever of the following is the great-
est:

(i) 15 percent of life insurance re-
serves (as defined in section 801(b) and
paragraph (a) of §1.801-4) at the end of
the taxable year.

(ii) 25 percent of the amount by
which the life insurance reserves at the
end of the taxable year exceed the life
insurance reserves at the end of 1958, or

(iii) 50 percent of the net amount of
the premiums and other consideration
taken into account for the taxable year
under section 809(c)(1),

then such excess shall be treated as a
subtraction from the policyholders sur-
plus account as of the end of such tax-
able year. The amount so treated as
subtracted, less the amount of tax im-
posed with respect to such amount by
reason of section 802(b)(3), shall be
added to the shareholders surplus ac-
count at the beginning of the suc-
ceeding taxable year.

(2) Example. The application of the
limitation contained in subparagraph
(1) of this paragraph may be illustrated
by the following example:

Example. The books of S, a stock life insur-
ance company, reflect the following items
for the taxable year 1960:

Balance in policyholders surplus account, com-
puted without regard to sec. 815(d)(4), as of

12-31-60 .... $175
Life insurance reserves (as defined in sec.

801(b)) as of 12-31-60 .......cccorueueurcicieiniririnae 4,500
Life insurance reserves (as defined in sec.

801(b)) @s Of 12-31-58 .....cccevererrrrrrercrrrreneeens 3,900
Premiums and other consideration taken into ac-

count for the taxable year under sec. 809(c)(1) 310

In order to determine the limitations on the
amount that it may accumulate in its pol-
icyholders surplus account at the end of the
taxable year under section 815(d)(4), S would
make up the following schedule:

§1.815-6

(1) 15 percent of life insurance reserves at the
end of the taxable year (15%x$4,500) ..............
(2) 25 percent of amount by which life insurance
reserves at the end of the taxable year
($4,500) exceed life insurance reserves as of
12-31-58 ($3,900) (25%X$600) .....cevvvvrereerernne 150
(3) 50 percent of premiums and other consider-
ation taken into account under sec. 809(c)(1)

for the taxable year (50%x$310) ......ccccevrererenee 155
(4) Limitation on policyholders surplus account
(the greatest of items (1), (2), or (3)) ...cccceovvunene 675

Since the balance in the policyholders sur-
plus account at the end of the taxable year
1960, $175, does not exceed the limitation pro-
vided by section 815(d)(4), $675, S is not re-
quired to make any further adjustment to its
policyholders surplus account at the end of
the taxable year.

(e) Special rule for certain
mutualizations—(1) In general. Section
815(e) provides a rule for determining
priorities which shall operate in place
of section 815(a) and paragraph (b) of
§1.815-2 where a life insurance company
makes any distribution to its share-
holders after December 31, 1958, in ac-
quisition of stock pursuant to a plan of
mutualization. Section 815(e)(1) pro-
vides that such a distribution shall
first be treated as being made out of
paid-in capital and paid-in surplus,
and, to the extent thereof, no tax shall
be imposed on the company with re-
spect to such distribution. Thereafter,
distributions made pursuant to such
plan of mutualization shall be treated
as made in two allocable parts. One
part shall be treated as being made out
of other accounts (as defined in §1.815-
5) and the company shall incur no tax
with respect to such portion of the dis-
tribution. The other part shall be
treated as a distribution to which sec-
tion 815(a) and paragraph (b) of §1.815-
2 applies. Thus, such portion of the dis-
tribution shall be treated as first being
made out of the shareholders surplus
account (as defined in section 815(b)
and §1.815-3), to the extent thereof, and
then out of the policyholders surplus
account (as defined in section 815(c)
and §1.815-4), to the extent thereof. See
paragraph (a) of §1.815-2. For purposes
of this paragraph, a distribution shall
be considered as being made pursuant
to a plan of mutualization only if the
requirements of applicable State law
for the adoption of such plan (as, for
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example, approval by the requisite ma-
jority of the board of directors, share-
holders, and policyholders) have been
fulfilled.

) Allocation ratio. Section
815(e)(2)(A) provides an allocation ratio
which when applied to the amount dis-
tributed under a plan of mutualization
in excess of the balance in the paid-in
capital and paid-in surplus accounts
determines the portion of such excess
to be treated as distributed out of the
shareholders surplus account, policy-
holders surplus account, or other ac-
counts. The numerator of this ratio is
the excess of the assets of the company
(as defined in section 805(b)(4) and
paragraph (a)(4) of §1.805-5) over the
total liabilities (including reserves),
both determined as of December 31,
1958, and adjusted in the manner pro-
vided in subparagraph (3) of this para-
graph. The denominator of this ratio is
the amount included in the numerator
plus the amounts in the shareholders
surplus account and policyholders sur-
plus account, all determined as of the
beginning of the year of the distribu-
tion.

(3) Adjustment for certain distributions.
Section 815(e)(2)(B) provides that if be-
tween 1958 and the year of distribution
the taxpayer has been treated as hav-
ing made a distribution (under a plan
of mutualization or otherwise) which is
treated as a return of paid-in capital
and paid-in surplus or as out of other
accounts (as defined in §1.815-5), the
aggregate amount of any such prior
distributions must be subtracted from
the numerator and denominator in all
cases where the allocation ratio pro-
vided by subparagraph (2) of this para-
graph applies.

(f) Recomputation required as a result
of a subsequent loss from operations
under section 812—(1) In general. Any
amounts added to or subtracted from
the special surplus accounts referred to
in section 815(a) and paragraph (b) of
§1.815-2 for any taxable year shall be
adjusted to the extent necessary to
properly reflect a subsequent loss from
operations which under section 812 is
carried back to the taxable year for
which such additions or subtractions
were made.

26 CFR Ch. | (4-1-04 Edition)

(2) Example. The application of sub-
paragraph (1) of this paragraph may be
illustrated by the following example:

Example. Assume that for the taxable years
1959 through 1961, the books of S, a stock life
insurance company subject to a 30 percent
tax rate for all taxable years involved, re-
flect the following items:

1959 1960 1961
Taxable investment in-

COME ..ovviniririieiies $40.00 $40.00 $40.00
Gain from operations ..... 60.00 60.00 60.00
Tax base (sec. 802(b)(1)

and (2)) .o 50.00 50.00 50.00
Tax (sec. 802(b)(1) and

(2) base) ... 15.00 15.00 15.00
Shareholders surp c-

count—

At beginning of year ... 0 35.00 37.00

Added at beginning of

year by reason of

election under sec.

815(d)(1) wovvviiiens 0 7.00 0
Added for year (with-

out regard to elec-

tion under sec.

815(d)(1)) .. 35.00 35.00 35.00
0 40.00 40.00
Policyholders surplus ac-
count—
At beginning of year ... 0 0 10.00
Added for year ............ 10.00 10.00 10.00

Subtracted (distribu-

tions) ..o 0 0 0
Subtracted (by reason

of election under

sec. 815(d)(1)) ........ 10.00 0 0
Tax base (sec.

802(b)(3)) -evverererens 10.00 0 0
Tax (sec. 802(b)(3)

base) ......ccceriiienne 3.00 0 0

Assume further that S has a loss from oper-
ations for the taxable year 1962 of $25. Under
the provisions of section 812, the $25 loss
from operations would be carried back to the
taxable year 1959 and would reduce the 1959
tax base under section 802(b)(1) and (2) to $35
($60 minus $25). After adjustments reflecting
the 1962 loss from operations, the results for
the taxable years 1959 through the beginning
of 1962 would be as follows:

1959 1960 1961 1962
Taxable investment in-
COME ..vvvvviieiiienne $40.00 $40.00 $40.00
Gain from operations 35.00 60.00 60.00
Tax base (sec.
802(b)(1) and (2)) ...  35.00 50.00 50.00 ...
Tax (sec. 802(b)(1)
and (2) base) .......... 1050 15.00  15.00
Shareholders surplus
account—
At beginning of year 0 2450 1950 $14.50
Added for year
(without regard to
election under
sec. 815(d)(1)) ... 24.50 35.00 35.00 .........
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1959 1960 1961 1962
Added by reason of
election under
sec. 815(d)(1) ... 0 0 0 s
Subtracted (distribu-
toONS) eeviiiiiiics 0  40.00 40.00 ...
Policyholders surplus
account—
At beginning of year 0 0 10.00 20.00
Added for year ........ 0 10.00 10.00 ..ot
Subtracted (distribu-
tions) ... 0 0 0
Subtracted (by
son of election
under sec.
815(d)(1)) wovvveeees 0 0 0 s
Tax base (sec.
802(D)(3)) v 0 0 0 s
Tax (sec. 802(b)(3)
base) .....cccceeverennee 0 0 0 e

As a result of the loss from operations for
1962, the election under section 815(d)(1) for
the taxable year 1959 has become inappli-
cable in its entirety since the balance in the
policyholders surplus account at the end of
1959, as recomputed, is zero. Thus, S would be
entitled to a total refund of $7.50 for the tax-
able year 1959. Of this amount, $4.50 is due to
the recomputation of the section 802(b)(1)
and (2) tax base and $3 to the amount of tax
paid by reason of the election under section
815(d)(1).

[T.D. 6535, 26 FR 545, Jan. 20, 1961]
MISCELLANEOUS PROVISIONS

§1.817-1 Taxable years affected.

Except as otherwise provided therein,
§§1.817-2 through 1.817-4 are applicable
only to taxable years beginning after
December 31, 1957, and all references to
sections of part I, subchapter L, chap-
ter 1 of the Code are to the Internal
Revenue Code of 1954, as amended by
the Life Insurance Company Income
Tax Act of 1959 (73 Stat. 112) and sec-
tion 3 of the Act of October 23, 1962 (76
Stat. 1134).

[T.D. 6886, 31 FR 8689, June 23, 1966]

§1.817-2 Treatment of capital gains
and losses.

(@) In general. For taxable years be-
ginning after December 31, 1958, and be-
fore January 1, 1962, if the net long-
term capital gain (as defined in section
1222(7)) of any life insurance company
exceeds its net short-term capital loss
(as defined in section 1222(6)), section
802(a)(2) prior to its amendment by sec-
tion 3 of the Act of October 23, 1962 (76
Stat. 1134), imposes a separate tax

§1.817-2

equal to 25 percent of such excess. For
taxable years beginning after Decem-
ber 31, 1961, if the net long-term capital
gain of any life insurance company ex-
ceeds its net short-term capital loss,
section 802(a)(2) imposes an alternative
tax in lieu of the tax imposed by sec-
tion 802(a)(1), if and only if such alter-
native tax is less than the tax imposed
by section 802(a)(1). Except as modified
by section 817 (rules relating to certain
gains and losses), the general rules of
the Code relating to gains and losses,
such as subchapter O (relating to gain
or loss on disposition of property), sub-
chapter P (relating to capital gains and
losses), etc., shall apply with respect to
life insurance companies.

(b) Modification of section 1221 and
1231. (1) In the case of a life insurance
company, section 817(a)(1) provides
that for purposes of applying section
1231(a) (relating to property used in the
trade or business and involuntary con-
versions), the term property used in the
trade or business shall be treated as in-
cluding only:

(i) Property used in carrying on an
insurance business, of a character sub-
ject to the allowance for depreciation
under section 167 (even though fully de-
preciated), held for more than 1 year (6
months for taxable years beginning be-
fore 1977; 9 months taxable years begin-
ning in 1977), and real property used in
carrying on an insurance business, held
for more than 1 year (6 months for tax-
able years beginning before 1977; 9
months taxable years beginning in
1977), and which is not:

(a) Property of a kind which would
properly be includible in the inventory
of the taxpayer if on hand at the close
of the taxable year;

(b) Property held by the taxpayer pri-
marily for sale to customers in the or-
dinary course of business; or

(c) A copyright, a literary, musical,
or artistic composition, a letter or
memorandum, or similar property held
by a taxpayer described in section
1221(3). In the case of a letter, memo-
randum, or property similar to a letter
or memorandum, this subdivision (c)
applies only to sales and other disposi-
tions occurring after July 25, 1969.

(i) The cutting or disposal of timber,
or the disposal of coal or iron ore, to
the extent considered arising from a
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